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1993 Annual Filing
Price Cap Tariff Review Plan
Special Access Basket
BASE PEROD
BASE RATES AT DEMAND x BASE PEROD BASE PEROD
PEROD LAST PCI CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PCl UPDATE CURRENT RATES PROPOSED RATES!. RESULTS
15 ) €) 0) (€) F) @) H

HighCap & DDS Service Category

DS1, DENSITY 20NE 1:
2000 ChanTerm 0 0.00 0.00 0.00 0 0 0 N/A

Inter —Office Mileage:
2010 DS1 - MB1 0 0.00 0.00 0.00 (] 0 o} N/A
2020 DS1 - MmB2 [} 0.00 0.00 0.00 0 0 0 N/A
2030 DSt - MB3 (1] 0.00 0.00 0.00 0 0 v} N/A
2040 DSt —- MB4 0 0.00 0.00 0.00 1] 0 o N/A
2050 DS1 - MBS [+] 0.00 0.00 0.00 0 (] o] N/A
2060 DS1 - MB6 1] 0.00 0.00 0.00 (] 0 (o] N/A
2070 DS1 - MB7 (4] 0.00 0.00 0.00 0 0 o N/A
2080 DS1 - MB8 0 0.00 0.00 0.00 0 0 0 N/A
2080 DS1 - MBS 1] 0.00 0.00 0.00 0 o o N/A
2100 DSt - MB10 o 0.00 0.00 0.00 0 0 o N/A
2110 Other N/A N/A N/A N/A 0 0 0 N/A
2120 Total Sub—Category N/A N/A N/A N/A 0 0 0 N/A
2130 Subindex N/A N/A N/A N/A N/A N/A N/A 0.0000
2140 Upper Limit N/A N/A N/A N/A N/A N/A N/A 0.0000
2150 Lower Limit N/A N/A N/A N/A N/A N/A N/A 0.0000
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Special Access Basket
BASE PEROD
BASE RATES AT DEMAND x BASE PEROD . BASE PEROD
PEROD LAST PCI CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PCI UPDATE CURRENT RATES PROPOSED RATES: RBSULTS
A ® €) D) © F) G) (g ]

HighCap & DDS Service Calegory

0S1, OENSITY 20NE 2:
2300 ChanTerm [+] 0.00 0.00 0.00 1] 0 [4] N/A

Inter —Office Mileage:
2310 DSt - MB1 0 0.00 0.00 0.00 (o) 0 0 N/A

© 2320 DS1 - MB2 0 0.00 0.00 0.00 o o 0 N/A

2330 DSt - MB3 0 0.00 0.00 0.00 0 [¢] 1] N/A
2340 DS1 - MB4 1] 0.00 0.00 a.00 0 0 ) N/A
2350 DS1 - MBS 0 0.00 0.00 0.00 0 0 0 N/A
2360 DS1 - MBé6 0 0.00 0.00 0.00 0 [¢] o N/A
2370 DSt ~ MB7 0 0.00 0.00 0.00 0 0o 0 N/A
2380 DSt — MB8 0 0.00 0.00 0.00 [} 0 0 N/A
2390 DS1 - MB9 0 0.00 0.00 0.00 0 0 0 N/A
2400 DS1 — MB10 o] 0.00 0.00 0.00 [} 0 0 N/A
2410 Other N/A N/A N/A N/A o] (1] [¢] N/A
2420 Totai Sub—Category N/A N/A N/A N/A 0 0 (o] N/A
2430 Subindex N/A N/A N/A N/A N/A N/A N/A 0.0000
2440 Upper Limit N/A N/A N/A N/A N/A N/A N/A 0.0000
2450 Lower Limit N/A N/A N/A N/A N/A N/A N/A 0.0000

Fited - 4/2/93
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1993 Annual F ling
Price Cap Tarift Review Plan
Special Access Basket

BASE PEROD
BASE RATES AT DEMAND x BASE PEAIOD BASE PEAIOD
PEROD LAST PO CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PO UPDATE CURRENT RATES PROPOSED RATES RESULTS
(A ® (] (D) (6) () (G) (H)

Hgh Cap & DDS Service Category

DSt, DENSITY ZONE 3:
2600 Chan Term [+] 0.00 0.00 0.00 0 V] 0 N/A

Infer - Office Mileage:
2810 DSt - MB1 1] 0.00 0.00 0.00 o] 1) ] N/A
28020 DS1 ~ MEBR 1] 0.00 0.00 0.00 o [+] (V] N/A
2630 DS1 - MB3 [+] 0.00 0.00 0.00 0 0 1] N/A
2640 DSt - MB4 [1] 0.00 0.00 0.00 0 (o] 1] N/A
2650 DSt - MBS 0 0.00 0.00 0.00 0 0 0 N/A
2600 DSt1 - MBé 1] 0.00 0.00 0.00 [+] (1] V] N/A
2670 DS1 - MB7 V] 0.00 0.00 0.00 [+] V] 4] N/A
2600 DSt - MB8 0 0.00 0.00 0.00 0 [ 0 N/A
2600 DS1 - MA8 1] 0.00 0.00 0.00 [} 1] V) N/A
270 DSt - MB10 o 0.00 0.00 0.00 0 [+] o N/A
2710 Other N/A N/A N/A N/A 0 (] 0 N/A
2720 Total Sub—Category N/A N/A N/A N/A 0 0 (o] N/A
2730 Subindex N/A N/A N/A N/A N/A N/A N/A 0.0000
2740 Upper Limit N/A N/A N/A N/A N/A N/A N/A 0.0000
2750 Lower Limit N/A N/A N/A N/A N/A N/A N/A 0.0000

Filed - 4/293
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Special Access Basket
BASE PEROD
BASE RATES AT DEMAND x BASE PERIOD BASE PEROD
PEROD LAST PQ CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PQ UPDATE CURRENT RATES PROPOSED RATES RESULTS
A (8 {&] © e L3} Q) (H)
Hgh Cap & DOS Service Category (Cont.)
0DS3 SUB-CAT:
2900 Channel Term 14,724 362.590037 382.599637 382.599837 5.833.400 5,633,400 5.833,400 N/A
|nter —- Office Miteage:
2010 DS3 - MBt 40,859 117.355760 117.355760 117.355760 4,795,039 4,795,039 4,795,039 N/A
2000 DS3 - M2 o 0.00 0.00 0.00 0 0 0 N/A
2030 DS3 - MB3 0 0.00 0.00 0.00 [+] (4] (4] N/A
2040 DS3 - MB4 o 0.00 0.00 0.00 0 0 o N/A
2950 DS3 - MBS 0 0.00 0.00 0.00 [ 0 0o N/A
2060 DS3 - MBs [+] 0.00 0.00 0.00 [+] 0 (1] N/A
2970 DS3 - mB7 0 0.00 0.00 0.00 0 0 0 N/A
2080 0OS3 - MB8 0 0.00 0.00 0.00 o (o] 0 N/A
2980 0DS3 - MO8 0 0.00 0.00 0.00 (o] 0 0 N/A
a0 DS3 - MB10 [+] 0.00 0.00 0.00 V] 0 [+] N/A
3010 Other N/A N/A N/A N/A 22,774,452 22,774,452 22,774,452 N/A
3020 Total Sub—Category N/A N/A N/A N/A 33,202,891 33,202,091 33,202,891 N/A
a0  DS3 Subindex N/A N/A N/A N/A N/A N/A N/A 868.4165
3040 Upper Limit N/A N/A N/A N/A N/A N/A N/A 907772
3050 Lower Limit N/A N/A N/A N/A N/A N/A N/A 82.1318

Filed - 4/2/83
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19693 Annual F lling
Price Cap Tarift Review Plan
Special Access Baskeat
BASE PEROD
BASE RATES AT DEMAND x BASE PERIOD BASE PERIOD
PEROD LAST PQ CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PQ UPDATE CURRENT RATES PROPOSED RATES RESULTS
A e (=] (D) (E) R (G) H)

Hgh Cap & DDS Service Category

DS3, DENSITY ZONE 1:
3200 Chan Term 0 0.00 0.00 0.00 V] (V] 0 N/A

Inter — Office Mileage:
3210 DS3 - MB1 0 0.00 0.00 0.00 [v] 0 (o] N/A
3z 0DS3 - M8z ] 0.00 0.00 0.00 1] (] o N/A
3230 DS3 - MB3 0 0.00 0.00 0.00 0 0 0 N/A
3240 0OS3 - MB4 0 0.00 0.00 0.00 0 0 0 N/A
3250 DS3 - MBS 0 0.00 0.00 0.00 0 0 (o} N/A
3260 DS3 - MB8 0 0.00 0.00 0.00 0 0 0 N/A
3270 DS3 - MB7 0 0.00 0.00 0.00 0 0 [0} N/A
3260 DS3 - MB8 0 0.00 0.00 0.00 0 0 0 N/A
3290 DS3 - MB9 0 0.00 0.00 0.00 0 0 0 N/A
3300 DS3 - MB10 0 0.00 0.00 0.00 [v] 1) V] N/A
3310 Other N/A N/A N/A N/A 0 0 o N/A
3320 Total Sub-Category N/A N/A N/A N/A 0 o 0 N/A
3330 Subindex N/A N/A N/A N/A N/A N/A N/A 0.0000
3340 Upper Limit N/A N/A N/A N/A N/A N/A N/A 0.0000
3360 Lower Umit N/A N/A N/A N/A N/A N/A N/A 0.0000

Filed - 4/2/93
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19809 Annual Flling
Price Cap Tariff Review Plan
Special Access Basket

BASE PEROD
BASE RATES AT DEMAND x BASE PERIOD BASE PEROD
PEROD LAST PQ CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PO UPDATE CURRENT RATES PROPOSED RATES RESULTS
A (8) (e} (0) (8 ) (G) (H)

Hgh Cap & DDS Service Category

DS3, DENQTY ZONE 2:
3500 Chan Term (4] 0.00 0.00 0.00 0 ¢} 0 N/A

Inter— Office Mileago:
3510 DS3 - M31 (1] 0.00 0.00 0.00 0 (] [s] N/A
3P0 0S3 - MB32 1] 0.00 0.00 0.00 0 1] 0 N/A
3530 DS3 - MB3 0 0.00 0.00 0.00 0 0 0 N/A
3540 DSA - MB4 0 0.00 0.00 0.00 (V] (4] o] N/A
3550 DS3 - MBS 0 0.00 0.00 0.00 ] 0 0 N/A
3580 DS3 - MBs 0 0.00 0.00 0.00 0 0 0 N/A
3570 DS3 - MB7 1] 0.00 0.00 0.00 1] 0 0 N/A
3580 DS3 - MBs 0 0.00 0.00 0.00 0 0 0 N/A
350 DS3 - MB9 0 0.00 0.00 0.00 (o] 0 0 N/A
3800 DS3 - MB10 (1] 0.00 0.00 0.00 0 o 0 N/A
3610 Other N/A N/A N/A N/A 0 0 0 N/A
3620 Total Sub—Category N/A N/A N/A N/A 0 0 [ N/A
3630 Subindex N/A N/A N/A N/A N/A N/A N/A 0.0000
3840 Upper Limit N/A N/A N/A N/A N/A N/A N/A 0.0000
3850 Lower Limit N/A N/A NA N/A N/A N/A N/A 0.0000

Filed - 4/2093
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1890 Annual F iling
Price Cap Tarift Review Plan
Spaclal Access Basket

BASE PEROD
BASE RATES AT DEMAND x BASE PEAIQD- BASE PEAIOD
PEAOD LAST PQ CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PQ UPDATE CURRENT RATES PROPOSED RATES RESULTS
A (8) (®] (D) (13] (3} (G) (H)

Hgh Cap & DDS Service Category

0S3, DENSITY ZONE 3:
3800 Chan Term 0 0.00 0.00 0.00 o] 3] (1] N/A

Inter— Office Mileage:
3810 DS3 - MB1 ] 0.00 0.00 0.00 [+] 0 0 N/A
3|20 DSI - MB2 o 0.00 0.00 0.00 0 0 0o N/A
3830 DS3 - MB3 0 0.00 0.00 0.00 0 0 0 N/A
340 DS3 - MB4 0 0.00 0.00 0.00 0 1] o N/A
3850 DS3 - MBS 1] 0.00 0.00 0.00 0 0 0 N/A
3860 DS3 - MB8 ] 0.00 0.00 0.00 0 0 o N/A
agro DS3 - mMB7 0 0.00 0.00 0.00 [} 0 0 N/A
3860 DS3 - MBs [+] 0.00 0.00 0.00 0 0 0 N/A
380 0OS3 - MBD 1) 0.00 0.00 0.00 [+] o] [+ N/A
3800 DS3 - MB10O 0 0.00 0.00 0.00 0 [+] 0 N/A
3910 Other N/A N/A N/A N/A [} 0 0 N/A
3920 Total Sub—Category N/A N/A N/A N/A 0 0 0 N/A
3930 Subindex N/A N/A N/A N/A N/A N/A N/A 0.0000
3940 Upper Limit N/A N/IA N/A N/A N/A N/A N/A 0.0000
3850 Lower Limit N/A N/A N/A N/A N/A N/A N/A 0.0000

Filed — 4/2/93
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1993 Annual Flling
Price Cap Tariff Review Plan
Special Access Basket
BASE PEROD
BASE RATES AT DEMAND x BASE PERIOD BASE PERQD
PEROD LAST PQ CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PO UPDATE CURRENT RATES PROPOSED RATES RESULTS
A (B) © 0) (5] 9} G) (H
High Cap & DDS Service Category
DOS:
4100 Channel Term 208,485 N/A N/A N/A 32,155,348 32,155,346 32,155,346 N/A
4110  Imer—Office Mileage 2,565.513 N/A N/A N/A 6,604,249 6,004,249 8,604,249 N/A
4120 Other N/A N/A N/A N/A 7.187,978 7,183,588 7,183,568 N/A
4190 OTHERHGH-CAP 8 DOS N/A N/A N/A N/A 106,364 108,364 108,364 N/A
4140 Total Sanice Category N/A N/A N/A N/A 238,309,197 238,304,785 238,304,785 N/A
4150 S8 N/A N/A N/A N/A N/A N/A N/A 86.7651
4160 Upper SB Umit N/A N/A N/A N/A N/A N/A N/A 911434
4170 Lower SB Limit N/A N/A N/A N/A N/A N/A N/A 82 4831

Filed — 4/2/93
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1883 Annual Flling
Price Cap Tariff Review Plan
Special Access Basket
BASE PEROD
BASE RATES AT DEMAND x BASE PEROD BASE PERIOD
PEROD LAST PO CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PO UPDATE CURRENT RATES PROPOSED RATES RESULTS
LY e o] (o] (3] R (Q) H

Widehand Service Category

DATA:
4300 Channel Term 0 N/A N/A N/A 0 0 0 N/A
4310 inter—Office Mileage o N/A N/A N/A 0 0 0 N/A
4320 Other N/A N/A N/A N/A 0 0 0 N/A

ANALOQG:
4330 Channd Term 0 N/A N/A N/A 0 0o 0 N/A
4340 Inter— Office Mileage o N/A N/A N/A 0 0 0 N/A
4350 Other N/A N/A N/A N/A 0 0 0 N/A
4360 Other Wideband N/A N/A N/A N/A 0 0 0 N/A
43'C Total Service Category N/A N/A N/A N/A ] 1] 1] N/A
4380 SB N/A N/A N/A N/A N/A N/A N/A 0.0000
4390 Upper SBI Limit N/A N/A N/A N/A N/A N/A N/A 0.0000
4400 Lower SH Limit N/A N/A N/A N/A N/A N/A N/A 0.0000
4410 Total Basket N/A N/A N/A N/A 333,184,219 332,601,985 332,601,985 N/A
4420 Total AP N/A N/A N/A N/A N/A N/A N/A 93.5846
4430 Touwl PQ N/A N/A N/A N/A N/A N/A N/A 96.7865

Filed — 4/293
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19680 Annuel Filing
Price Cap Tariff Review Plan
interexchange Basket
BASE PEROD
BASE RATES AT DEMAND x BASE PEROD BASE PEROD
PEROD LAST PO CURRENT PROPOSED RATES AT LAST DEMAND x DEMAND x INDEX
DEMAND UPDATE RATES RATES PQ UPDATE CURRENT RATES PROPOSED RATES RESULTS
A (B) e} ©) e 3] (@) H
Intetexchange
4600 Totnl Basket N/A N/A N/A N/A 69,045,679 69,045,679 69,045,679 N/A
46810 Towi AP N/A N/A N/A N/A N/A N/A N/A 82.5140
4620 Totl PQ N/A N/A N/A N/A N/A N/A N/A 96.2930

Filad - 4/2/83
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Attachment 1
BACKGROUND

Over the last eighteen months Godwins has been working with the United States
Telephone Association to analyze the impact of SFAS 106 costs on the GNP-PI and,
in particular, to determine what portion of the increase in costs experienced by
the Price Cap LECs due to SFAS 106 will, in fact, not be reflected in the GNP-PI
or any other macroeconomic effect.

In February, 1992 we issued the results of our analysis, indicating that
approximately 85% of the LECs’' additional costs would pot be reflected in the
GNP-PI or recovered through other macroeconomic effects. In July 1992 we issued
a supplemental report responding to objections and questions regarding our
initial report. Since that time, the FCC issued an order denying exogenous
treatment for any SFAS 106 costs for the Price Cap LECs. After reviewing the
order and discussing it with the Commission’s staff, the USTA has concluded that
the FCC may not have fully appreciated the conservative nature of our study, nor
the relevance and importance of the sensitivity analysis included in the original
report. As a result, the USTA has asked Godwins to produce this supplemental
report, which more fully describes the fundamental conservatism of our approach
and presents the results of a newly expanded sensitivity analysis.

Respectfully submitted,

T A

Peter J. Neuwirth, F.S.A., M.A.A.A.

Ly B iy

Andrew B. Abel, Ph.D.
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INTRODUCTION

The fundamental results of the initial Godwins study were derived by the use of
a macroeconomic model, as described beginning on page 26 of Godwins' February,
1992 report. This model takes as input six basic parameters. In choosing the
values for those six parameters we utilized the best available information. When
there was a great deal of information available we chose as accurate a value as
possible for the given parameter. When such information was lacking we were
conservative and chose a value which would, {f anything, overstate the impact of
SFAS 106 on GNP-PI.

In its recent order, the FCC challenged two aspects of the Godwins study. First,
in comparing the analysis performed by our firm with one performed by NERA, the
FCC expressed concern that the studies relied upon different assumptions
regarding the impact of SFAS 106 on companies’ pricing decisions. Secondly, the
FCC expressed concern that our results might be unreliable due to the wide
variety of possible parameter input value combinations which might be applicable.

Section 1 of this report addresses the first issue raised by the FCC, while
Sections II and III address the FCC's second concern. Specifically, Section I
demonstrates that while the basic underlying assumptions as to pricing behavior
may differ between the Godwins and NERA studies, the approach chosen by Godwins
is, in fact, more conservative than that used by NERA,

With respect to the FCC's second concern, we point out that Section IV of
Godwins’ original report described a sensitivity analysis that was performed in
order to determine how much our results would change if we had chosen different
values for the parameters. While we believe this should have been sufficient to
address any concerns as to the reliability of our results, we have nov expanded
that sensitivity analysis considerably. Section II of this report examines the
six parameters separately, and determines the range of realistic values for each.
In Section III we calculate and report wvhat the results of our scudy would have
been, had we used gny possible combination of values for the six parameters.

&vdw:’ns —



Attachment 1

SECTION I

DEMONSTRATION OF CONSERVATIVE NATURE OF GODWINS APPROACH RELATIVE TO NERA

In addition to the Godwins Study submitted by the USTA, a study performed by NERA
was submitted to the FCC. In paragraph 62 of its order the FCC states that:
"While Godwins assumes that companies respond to their booked costs,
NERA reasons that non-regulated companies set prices based on economic
costs, which are better reflected in accrual accounting than pay-as-
you-go. According to NERA, non-regulated firms thus have already
reflected accrued OPEB costs in their prices, but regulated firms did
not, because their prices have been based upon accounted-for costs
plus profics.”

It seems, therefore, that NERA argues that the introduction of SFAS 106 is merely
an accounting change rather than a real change in firms’ costs. For unregulated
firms, any effect on costs due to OPEBs had already been factored into prices
prior to the introduction of SFAS 106. However, firms with regulated prices who
sponsor OPEBs had not been given the opportunity to seek recovery faor these OPEB
costs prior to the introduction of SFAS 106. These regulated firms are the only
firms in the economy whose costs and prices may increase as a direct effect of
SFAS 106 as these firms seek recovery for OPEBs from regulators.

In ptinciplc. the Godwins model could be applied to calculate the effect on GNP-
PI unde? the NERA assumption that SFAS 106 would have a direct effect only on the
prices of regulated firms offering OPEBs covered by SFAS 106. To apply the
Godwins model, we would let sector 1 be the unregulated sector, plus those
regulated firms that do not offer OPEBs covered by SFAS 106. Sector 2 would
consist of that portion of the regulated sector of the economy which sponsors
OPEBs covered by SFAS 106. We would need to know the values of the following
parameters: (1) the share of labor cost in total cost in sector 1; (2) the
share of labor cost in total cost in sector 2; (3) the share of employment in
sector 2; and (4) the direct impact of SFAS 106 on labor costs in sector 2. To
obtain the valuses of these parameters would require an sconomic analysis for the
first three parameters and an actuarial analysis for the fourth parameter. It
is far beyond the scops of our assignment to carry out the requisite analyses to
obtain reliable values for these parameters. However, we have performed two sets
of illustrative calculations that clearly demonstrate that the Godwins approach
is, in fact, more conservative than NERA’s, and had NERA's approach been used by
us, a significantly higher percentage of the LECs’' SFAS 106 costs would have been
found to be unrecovered by GNP-PI increases or other macroeconomic effects.

While only rough approximstions to the comprshensive analysis just described,
these calculations again serve to underscore the conservative nature of our
original study. To reiterate, any change in the underlying assumptions in the
Godwins study to be more consistent with NERA's approach would result in a much
larger percentage of TELCO’s SFAS 106 costs remsining unrecovered.

&odw:'ns com——



Attachment 1

Illustcrative Calculations Part I: One way to describe the difference berween the
Godwins and NERA studies is that NERA assumes OPEBs were already completely
factored into the prices of (unregulated) firms before the introduction of SFAS
106, whereas Godwins assumes that no additional OPEB costs were factored into the
prices of firms prior to the introduction of SFAS 106. We can look for middle
ground between these two polar cases by assuming that firms had already factored
in a fraction x of the increase in accounting costs due to the introduction of
SFAS 106. We will let x take on the values 0, 0.25, 0.50, 0.75, and 1.0. Using
the conservative baseline value of 3.0% for the direct impact of SFAS 106 on
labor costs for firms offering OPEBs, these values of x correspond to values of
3.0%, 2.25%, 1.508, 0.75% and 0% for the direct impact of SFAS 106 on labor costs
for firms in sector 2. Note that with x = 1, there will be no impact on GNP-PI
and no other macroeconomic effects. On the other hand, with x = 0, we will
obtain the baseline results of the Godwins study.

Illuscrative Calcyulations Part I]1: As stated above, under the NERA assumptions,

sector 2 in the Godwins macroeconomic model should correspond to the set of
regulated firms in the United States that offer OPEBs covered by SFAS 106.
Clearly, the employment in these firms accounts for less than 328 of private
sector employment, which is the share of private sector employees who work for
firms that offer OPEBs covered by SFAS 106. We do not know exactly how much
smaller than 328, so we try various values. Specifically, we run the baseline
calculations of the Godwins model except that we allow the share of private
sector employment in sector 2 to be a fraction y of 32%, where y = 0.25, 0.50,
0.75, and 1.0. Thus, we let the share of private sector employment in sector 2
be B%, 16%, 24%, and 32%8. Of course, using a value of 32% {s identical to the
baseline calculations in the Godwins report.

The results of both of the above sets of illustrative calculations are shown in
Exhibit 1 on the next page.




EXHIBIT 1

Results of Illustrative Calculations

direct impact
of -SFAS 106 on
labor costs

in sector 2

Godwins
baseline: 3.00%
Part I:
0.75%
1.50%
2.25%
Part II:
3.0%
3.0%
3.0%

share of
private
employment
in sector 2

0.32

0.32
0.32

0.32

0.24
0.16

0.08

percentage of additional SFAS 106 costs:

(a)
¢-))
(c)

Values of other parameters (same as baseline values

price
share
share
labor

reflected in GNP-PI1

elasticity of demand = 1.5

to be met from other sources

financed by potential wage reduction and other

(a)

0.7 &

0.04%
0.17%

0.39s

0.57%
0.42%

0.23%

of labor cost in total cost, sector 1 = 0.64
of labor cost in total cost, sector 2 = 0.64

supply elasticity = 0.0

(b)

14.5 &

3.77%
7.44%

11.03s

10.88%
7.248

3.61%

Attachment 1

(e)

84

96.
92.

88.

88.

92.

96.

.8 %

19%
38%

58%

55%

348

16%

macroeconomic adjustments

used in the original Godwins study):
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SECTION II

DETERMINATION OF RANGE OF VALUES FOR INPUT PARAMETERS

In this Section we examine the development of each of the six parameters that
serve as input to our macroeconomic model, and determine a basis for the expanded
sensitivity analysis. The results of this analysis are described in Section III.

1.  Increase in lLabor Costs Due to SFAS 106

The most important input to the macroeconomic model is the impact of SFAS 106 on
labor costs in the sector of the economy that provides post-retirement benefits
(sector 2). In our original report we determined this value to be 3.18%. As
discussed in the report, the derivation of this value required us to make certain
estimates and assumptions of both a demographic and economic nature. Our
approach in making those estimates was to try to be as accurate as possible when
there was sufficient data to make an informed estimate, but to be conservative
(i.e. overstate the impact of SFAS 106) when only limited information was
available. We believe that this approach has resulted in a value which is, if
anything, higher than the actual impact that SFAS 106 will have on sector 2 and
hence on GNP-PI.

In spite of the above, there is no doubt that a range of possible values exists
within which the true impact of SFAS 106 will lie. 1In our original report we
prepared a sensitivity analysis that encompassed a range from 2% to 5%. That
range was based on only limited quantitative analysis, but it was our opinion
that the range was more than sufficient to account for any uncertainty in our
baseline determination. We have now taken a closer look at that analysis and
concluded that a more precisely determined range of possible values runs from
2.13% to 4.47%. Furthermore, we have looked again at the development of our
baseline valus, and concluded that if we had taken a "best estimate” approach on
all assumptions and estimates, we would have estimated that the impact of SFAS
106 on the labor costs in sector 2 would have been 2.548, rather than 3.18%. The
remainder of this section describes how each of the end points of the range, as
well as the "best estimate” value, were determined.

As noted on page 38 of our original report, the baseline value of the direct
impact of SFAS 106 on sector 2 was determined by taking the impact on TELCO's
labor costs (6.3%) and multiplying this value by adjustment factors (3), (4),
(5), (6) and (8), described on pages 8 and 9 of the original report. These
factors are as follows:

(3) BLI Ratio = .5850

(4) Demographic Adjustment = .5438

(5) Current Retiree Adjustment = .9287

(6) Pre-Funding Adjustment = 1.313

(8) Per Unit Labor Cost Adjustment = 1.3062

6.3% x .5850 x .5438 x .9287 x 1.313 x 1.3062 = 3.18%

-6-
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It is clear from what is shown above that the range of possible variation around
the 3.18% baseline value can be determined by looking at what value results, when
each of the adjustments is determined by using either the most conservative or
the least conservative possible assumptions. We have determined these extreme
values for each of the five relevant adjustments, as well as noting where a "best
estimate” value would differ from the baseline values shown in our report.

BLI Ratio - In calculating GNP BLI and TELCO BLI, and therefore the BLI ratio,
there were two areas of uncertainty. With respect to the calculation of GNP BLI
we utilized average BLIs by industry, and then utilized industry weightings
derived from the GAO survey, to derive a final GNP BLI. We believe that this is
the most accurate approach. The only other reasonable alternative approach would
have been to utilize an aggregate employee weighted average based on our data
base. As it happens this approach is slightly more conservative, and results in
a BLI ratio of .5952. This can be viewed as the most conservative possible value
for this factor, because the other area of uncertainty was with respect to the
calculation of TELCO BLI, and there we took the most conservative approach rather
than try to make a "best estimate”. Specifically, in deciding how to weight the
various plans sponsored by each Price Cap LEC, we decided to weight them based
on employee counts. We believe this was a conservative approach because our GNP
data base maintained only one set of plan provisions for each employer. If we
had taken a best estimate approach and assumed that, where an employer had more
than one plan, it was the more generous plan which was reported in the data base,
then it would have been appropriate to utilize gply the more generous plans in
calculating the TELCO BLI. If we had taken this approach, the BLI ratio would
have become .5478. Thus, with respect to the BLI ratio we find the following:

BLI Ratio (used in study) .5850
BLI Ratio (most conservative) .5952
BLI Ratio (best estimate) .5478
BLI Ratio (least conservative) .5478

Demographic Adjustment - We adjusted for the fact that TELCO will utilize lower
rates of turnover and higher retirement rates at earlier ages than those used by
other employers in determining SFAS 106 costs. Ve also included in this
adjustment the basic demographic differences in current age and service between
the TELCO population and the economy as a whole. As noted in the report, our
approach to the turnover rates vas a best estimate approach, for which there was
solid evidencs. (TELCO's demographics are themselves the result of lower
turnover rates actually experienced by TELCO). A more conservative, but only
marginally reasonable, approach would be to assume the same withdrawal patterns
for both TELCO and GNP. There is no comparable benchmark to utilize as a least
conservative approach.
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The adjustment due to age and past service differences is also a best estimate
approach, in that it relies on demographic data provided by the separate Price
Cap LECs, averaged into a single composite TELCO census, having an average age
of 41.6 with average past service of 16.6 years. Recognizing that arithmetic
averages are not the same as plan weighted averages, we could have taken a more
conservative approach and assumed that the TELCO population was actually one year
younger and had one year less past service. This one year change is more than
sufficient to take account of any differences between arithmetic and plan
weighted averages. Obviously, the plan weighted average age and service for
TELCO might be higher than 41.6 and 16.6, so a least conservative estimate would
be to utilize 42.6 and 17.6 for TELCO's average age and service.

A degree of uncertainty is also present in our adjustment due to earlier
retirement among TELCO employees. This uncertainty arises in the determination
of a national average retirement age assumption. We believe our use of age 63
was a conservative assumption in that the limited data on the subject
(Gerontologist Vol. 28, No. 4) seems to indicate a national average retirement
age between 63.5 and 64. Furthermore, if, as expected, employers in the GNP tend
to be aggressive (i.e., optimistic) in setting assumptions for accruing post-
retirement liability, a less conservative and, in fact, best estimate approach
would be to utilize an age 64 assumption.

Based on the above considerations we would then derive the following possible
values for the Demographic Adjustment:

lographic Adjustment (used in study) = .5438
(GNP retirement = 63)
(TELCO turnover < GNP turnover)
(Age = 41.6 Service = 16.6)

Demographic Adjustment (most conservative) = .7522
(GNP retirement = 63)
(TELCO turnover = GNP turnover)
(Age = 40.6 Service = 15.6)

Demographic Adjustment (best estimate) = .4936
(GNP retirement = 64)
(TELCO turnover < GNP turnover)
(Age = 41.6 Service = 16.6)

Demographic Adjustment (least conservative) = .4706
(GNP retirement = 64)
(TELCO turnover < GNP turmover)
(Age = 42.6 Service = 17.6)

Current Retiree Adjustment - The calculation of this adjustment was predicaced
on an average claim rate per retiree for the GNP of §$1,802 and a ratio of
retirees to covered actives of .1726. The claim rate was derived by taking the
1990 rate of $1,5l4, as reported in the Hewitt Associates Survey of Retiree
Medical Benefits, and increasing it by 19% for medical trend inflation. This 19%
is consistent with the results of Godwins Inc.’s annual survey of insurance
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carrier trend rates. The ratio of retirees to covered actives was derived from
the GAO study. While these represent "best estimates", both parameters could
vary in either direction. We have therefore calculated a more conservative
value, assuming national per retiree costs increased 25% to $1,892, and that the
actual ratio of retirees to actives has increased to .2 (from .1726): and a less
conservative value, assuming national per retiree costs increased 13% between
1990 and 1991, and that the ratio of covered retirees to actives decreased to
1S,

Also inherent in this Adjustment is the assumption that the demography of the
current TELCO retirees is identical to that of the GNP retirees. In fact, this
is likely to be a somewhat conservative assumption because TELCO employees
generally retire at younger ages than the national average, and thus the
liabilities for TELCO will tend to be higher on this account than for the
retirees in the national economy. A better assumption would therefore be to
assume that retirees at TELCO were somewhat younger than those in the GNP, and
hence generated a SFAS 106 cost per $1 of retiree claim cost that was 5% more
than that for the GNP. A most conservative approach would be to assume that
TELCO recirees are somewhat older and generated 10% less SFAS 106 cost per $1 of
retiree claims, and a least conservative approach would assume 20% greater SFAS
106 cost per $1 of retiree claims than the GNP. When combined with the range of
BLI ratios and Demographic Adjustments previously determined, this then results
in the following values for the Current Retiree Adjustment:'

Current Retiree Adjustment (used in study) = .9287
(Trend = 19%)
(Retiree/active = .1726)
(TELCO retirees = GNP retirees)

Current Retiree Adjustment (most conservative) = 9232
(Trend = 25%)
(Retiree/active = .2)
(TELCO retirees older then GNP)

Current Retiree Adjustment (best estimate) = .9455
(Trend = 19%)
(Retiree/active = .1726)
(TELCO retirees younger than GNP)

Current Retiree Adjustment (least conservative) = .9076
(Trend = 13%)
(Retirse/active = .15)
(TELCO retireses much younger than GNP)

1 Note that the development of the range of estimates for this adjustment is not independent of previously
developed ranges. Thus some of the values for this adjustment may appear “out of order”.
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Pre-Funding Adjustment - This adjustment looked at the effect of TELCO's existing
pre-funding of post-retirement medical benefits as compared with no pre-funding.
By doing this we made the most conservative assumption possible, i.e., that there
is no pre-funding in the GNP. We have now recalculated this adjustment, making
the more reasonable assumption that there is pre-funding in the GNP to the extent
that assets equal to one year’'s claims have accumulated, and that annual
contributions to such funds amount to claims plus 10%. We have also made the
same calculation under the less conservative assumption of two years’ claims
accunulated and additional contributions of 20% of claims.

As a result we now have the following values:

Pre-funding Adjustment (used in study) = 1.313
Pre-funding Adjustment (most conservative) = 1.313
Pre-funding Adjustment (best estimate) = 1,205
Pre-funding Adjustment (least conservative) = 1.106

Per Unit Labor Cost Adjustment - In calculating Per Unit Labor Cost Adjustment,
allocated compensation and headcount were used. No sensitivity analysis was
performed on this Adjustment because of the validity of the data used and the
straightforward nature of the calculation. Therefore for purposes of this
analysis:

Per Unit Labor Cost Adjustment (used in study) = 1.3062

Per Unit Labor Cost Adjustment (most conservative) = 1,3062
Per Unit Labor Cost Adjustment (best estimate) = 1.3062

Per Unit Labor Cost Adjustment (least conservative) = 1.3062

Input to the Macroeconomic Model - Combining the results of the analysis
described above, we find that the range of possible values for the increase in
labor costs for the sector of the economy that provides post-retirement benefits
encompasses the following values:

Baseline (used i{n study) = 6.3% x .5850 x .5438 x .9287 x 1.313 x 1.3062 - 3.18%

Most Conservative = 6.3% x .5952 x .7522 x .9232 x 1.313 x 1.3062 = 4 .47y
Best Estimate = 6.38 x .5478 x .4936 x .9455 x 1.205 x 1.3062 = 2.54%
Least Conservative = 6.38 x .5478 x .4706 x .9076 x 1.106 x 1.3062 = 2.13%

2. Qther Parameters

In addition to the direct impact of SFAS 106 on labor costs in sector 2, the
macroeconoaic model uses input values for five other parameters. For the
sensitivicy analysis of each of these five parameters, ve use the same values as
in the original Godwins Report, as discussed below. However, the current
sensitivity analysis is much more extensive than in the original report.
Specifically, the current sensitivity analysis examines al] possible combinations
of the parameter input values.

-10-
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Two of the parameters are production function parameters: the share of labor
cost in tota&l cost for sector 1, and the share of labor cost in total] cost for
sector 2. The baseline value of each of these parameters was chosen to be 0.64,
which matches the share of labor cost in total cost for the economy as a whole.:
For the economy as a whole, the share of labor cost in total cost is remarkably
constant over time. Nevertheless, the sensitivity analysis explored the effects
of rather large variations in the share of labor cost in total cost for
individual sectors. The range of variation was chosen to be symmetric around
0.64 and to allow the share of labor cost in total cost to be as low as 0.50 for
each sector. Thus, including the baseline value, the three values used for this
parameter in each sector are 0.50, 0.64, and 0.78.°

One of the input parameters is the share of labor employed in sector 2 (the
sector which provides OPEBs subject to SFAS 106). The GAO survey cited in the
original Godwins Report indicated that 30.7 million out of 95.8 million (32.0%
of 95.8 million) private sector employees are eligible to receive post-retirement
health benefits subject to SFAS 106. Thus, the baseline value for this parameter
was chosen to be 0.32. The GAO calculated that due to possible sampling error
there was a 5% probability that the figure of 30.7 million could be either higher
than 37.5 million (39.1% of 95.8 million) or lower than 23.9 million (24.9% of
5.8 million). Thus, including the baseline value, the three values used for
this parameter are: 0.24, 0.32, and 0.40.

2 Labor income is computed as total compensation of employees plus two-thirds of total proprietors' income
with inveatory valuation and capital consumption adjustment. Using data on these components of labor
income from Table B-22 of the 1993 Economic Reporr of the President, sod dats on GDP and GNP from
Table B-20 of the 1993 Economic Report of the President, we obtain the following results for labor cost as

a share of output:

labor cost 1987 1988 1989 1990 1991
as s share of GDP: 64.0% 64.0% 63.5% 64.0% 64.0%
as a share of GNP: 63.9% 639% 63.3% 63.8% 63.8%

3 As explained in some detail on page 17, the share of labor cost in total cost in the overall economy will not
equal 0.64 (except for coincidence) when the share of labor cost in total cost takes on s value other than 0.64
in one or both sectors. Exhibit 3 reports the results of sensitivity analyses that vary the share of labor cost
in total cost in each sector while maintaining an overall share of labor cost in total cost equal to 0.64.
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Another input parameter is the price elasticity of demand for goods in each
sector. Estimates of price elasticities of demand for various goods typically
find elasticities to be about 1.0 or smaller,' and had we adopted a best estimate
approach this is the value we would have used. Furthermore, broader categories
of goods tend to have smaller price elasticities than do narrower categories of
goods. The two categories of goods used in the macroeconomic model are extremely
broad: one category accounts for about 2/3 of private sector output and the
other category accounts for about 1/3 of private sector output. The price
elasticities of demand for these two categories of goods are almost surely less
than 1.0. Nevertheless, to guard against the possibility of understating the
effect on GNP-PI of the introduction of SFAS 106, we purposely used values of the
price elasticity of demand that are almost surely too high. Specifically, the
baseline calculation uses a value of 1.5 for the price elasticity of demand. In
addition to this baseline value, the sensitivity analysis considers a price
elasticity of demand of 3.0. This value is too high to be plausible and its
inclusion in the sensitivity analysis should be regarded simply as an exercise
to show the sensitivity of the model'’'s results to changes in the price elasticity
of demand.

Finally, the model uses an input value for the wage elasticity of labor supply.
The appropriate concept to be used here is a long-run labor supply elasticity
rather than a short-run labor supply elasticity. The long-run elasticity

is appropriate because the introduction of SFAS 106 represents a permanent change
in the cost of labor for firms offering post-retirement health benefits covered
by SFAS 106. Furthermore, the model is set up to focus on the long-run
equilibrium after all adjustments have taken place. The importance of the
distinction between long-run and short-run labor supply elasticities is that
long-run labor supply elasticities tend to be smaller than short-run labor supply
elasticities. Indeed, the long-run labor supply elasticity is probably even
slightly negative. However, to guard against understating the impact on GNP-PI
of the introduction of SFAS 106, the baseline calculation uses a value of 0.0 for
the labor supply elasticity, which probably slightly overstates the true value
of this elasticity. The sensitivity analysis explores the influence of this
parameter on the model’s results by examining labor supply elasticities of 0.1,
0.2, and 0.3 in addition to the baseline valus of 0.0.

4 See, for axample, Michsel Parkin, Economics, Addison Wesley Publishing, 1993, Second Edition. Tabie
5.3 on page 109 lists price elasticities of demand for 20 industries in the United States. The elasticities range
from 0.32 for coal t0 1.52 for metals. Twelve of the elasticities are smaller than 1.0 and eight are larger
than 1.0. The median price elasticity in the table is 0.9.
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The table below summarizes the different values of each of the six inpuc
parameters to the macroeconomic model:

Range of Values Best Estimate
for Sensitivicy Analvysis Values

Direct impact of SFAS 106

on labor cost in sector 2: 2.08, 3.08, 4.5% 2.5%
Labor share in total cost, sector 1l:° 0.50, 0.64, 0.78 0.64
Labor share in total cost, sector 2:° 0.50, 0.64, 0.78 0.64
Fraction of labor employed in sector 2: 0.24, 0.32, 0.40 0.32
Price elasticity of demand: 1.5, 3.0 1.0
Labor supply elasticity: 0.0, 0.1, 0.2, 0.3 0.0

The total number of possible combinations of parameter values in the sensitivity
analysis is found by multiplying the number of values of each parameter. This
multiplication (3 x 3 x 3 x 3 x 2 x 4) ylelds 648 combinations of values. The
current sensitivity analysis examines gl]l of these combinations.

5 See Footnote 3 on page 1.
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